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Instalment Accounts
*
By J. P. Friedman
Sales on the instalment plan are now made of a wide variety of
commodities under diverse terms of initial and subsequent peri
odic payment. As illustrations of the extremes, we might con
sider, on the one hand, the sale of real estate to a reputable busi
ness concern on the basis of a substantial initial payment and the
liquidation of the balance in several annual instalments and, on
the other hand, the sale of cheap watches through mail-order
advertisements on the basis of 20 per cent. down, the balance
payable in six monthly instalments. In the first illustration the
credit risk is negligible and even if it becomes necessary to re
possess the real estate, it can probably be done at relatively
small expense compared with the amount involved, and the real
estate can probably be resold at a profit, taking into consideration
the initial payment. In the second illustration the checking of
credit is merely perfunctory or it is not done at all. The merchan
dise is of a character that would hardly warrant the expenses
necessary to repossess in case of non-payment and even if repos
sessed it would be almost worthless. Between the two types of
sales illustrated will fall the remainder and majority of the instal
ment sales with all the diversity in products sold, initial payments
and time allowed for the payment of the balance. It is quite
evident that the method of accounting employed for all classes of
instalment sales can not be alike, because of these varying factors.
The problems related to the type of instalment sale first illus
trated are simple. Such sales may be handled almost in the
same way as ordinary cash and charge sales, the entire profit being
included in income at the time of sale, although for tax purposes
the profit would no doubt be deferred. The treatment of auto
mobile instalment sales has been discussed in the preceding paper
by Mr. Narlian. Eliminating these two classes, the field becomes
restricted to such instalment accounts as those of department and
furniture stores, credit clothing stores, companies selling house
hold appliances and companies selling farm implements and sup
plies. Instalment accounts of businesses of these types have one
characteristic in common: there are a large number of ledgers
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containing many thousands of accounts, each of them relatively
small and more or less of similar size. It is accounts of this class
that will be discussed in this paper.
The work of granting credit and of following collections and
delinquent accounts all comes within the province of the credit
department and need not be taken up at this time. The mechan
ical work of bookkeeping for instalment accounts is similar to
that for any aggregation of a large number of accounts on other
credit terms and this phase of the work may also be eliminated
from the discussion. From an auditing point of view, the deter
mination of the accuracy of the gross balances does not present
any serious problems. Guarding against fictitious accounts,
against the inclusion of items which are still in the inventory and
against items which have been collected and are still shown as
open accounts is a question which confronts the auditor in the
examination of any set of accounts-receivable ledgers, and for this
reason it will not be necessary to take up that phase of the work
either. There is left for consideration, therefore, the one phase
of the subject which has presented so many difficulties—the valua
tion of the accounts for balance-sheet purposes through the
establishment of reserves to reduce the gross balances to their
estimated value.
DETERMINING PROFITS FROM INSTALMENT SALES

There are three ways in which profits from instalment sales
may be handled :
(1) The entire profit may be included in income as soon as the
sales are made, subject to the provision of adequate
reserves.
(2) The entire profit may be deferred and included in income in
proportion to the initial payment and subsequent
collections.
(3) None of the profit may be included in income until the
entire sales price has been collected, after which the
remaining collections may be credited to income.
These methods will be considered in the order in which they are
enumerated.
Including the entire amount of profit in income immediately
Under the first method, the entire profit from an instalment sale
is included in income as soon as the sale is made, in the same man
ner as for cash and charge sales. As an illustration, if goods
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costing $100,000 are sold for $160,000 the entire $60,000 is in
cluded in income immediately. A great deal may be said for
this method, particularly if the merchandise sold is fairly well
made, if it is sold to customers with some credit standing and if
the accounts are of a duration of a year or less. The difficulty
with this method in the past, however, has been that while profits
have been included in income in full, the only reserve that has
been set up has usually been one for bad debts, as in the case of
other classes of sales, and no provision has been made for the
additional reserves which are necessary for instalment sales. In
other words, the attempt has been made to handle instalment
accounts on the same basis as regular charge accounts and this has
resulted in considerable overstatements in many instances. The
necessary additional reserves are a vital factor in determining the
profits and should not be overlooked.
As a matter of fact, in dealing with instalment accounts, the
reserve for bad debts may practically be unnecessary since if the
customer does not pay the goods can usually be repossessed. In
some instances, however, it may not be possible to repossess mer
chandise because the customers can not be found or because the
balances may be so small that the expense of repossessing would
not be warranted. Provision for such doubtful accounts will of
course be comparatively small and rather readily ascertainable.
If the entire profit is included in income immediately a reserve
should be provided for the merchandise loss on goods to be re
turned subsequent to the end of the fiscal period. It is manifestly
unfair to include the entire profits in income if it is known that
some goods will be returned in the subsequent period and that it
will be necessary to sell them again.
The objection has been raised that a reserve of this character is
not necessary because if the customers do not pay the goods can
be repossessed and sold for as much, or perhaps more, than the
unpaid balance and that, therefore, there is no loss. Even if the
statement were borne out by facts, which in many instances, un
fortunately, it is not, it can be seen how fallacious this argument is
by considering a simple illustration. Let it be assumed that a
piano costing $300 is sold for $500 and that the customer has
made payments of $100 on account to the end of the year, leaving
an unpaid balance of $400. Immediately before the end of the
year, the customer for some reason or other refuses to make
further payments and the piano is therefore repossessed and the
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deposit forfeited. If the piano were then included in the inven
tory, obviously it would be priced at less than $300, because only
new pianos are included at that figure. However, if the piano
had still been in the hands of the customer at the end of the year
and had been returned early in the new year the company would
have been in the position of including in its assets the piano at
$400 which, if it had come back several days earlier, would have
been taken in at no more than $300. To cover the prospective
loss in this instance it would be necessary to set up a reserve for at
least $100 representing the difference between the $400 customer’s
balance and the $300 maximum at which it could be included in
the inventory. The actual reserve would probably be con
siderably higher than $100, as an old piano should not be included
in the inventory at the same price as a new one. It is clear, then,
that if it is known that goods will come back during the subse
quent period a reserve should be provided. It is true that there
may not be an ultimate loss in the sale of the merchandise, but the
reserve shifts the profit to the period in which the goods are
ultimately sold, where it belongs, whereas if such a reserve is not
provided the period of initial sale is credited with the profit even
though the ultimate sale is made in a subsequent period.
A further objection raised to a reserve of this character is that
it is difficult to estimate how much merchandise will be returned
in a subsequent period. This can hardly be called a valid objec
tion. It is the duty of the accountant to estimate as closely as
possible in the same manner as in a great many other instances.
A further objection is raised because most companies do not
make a similar provision for goods sold on cash or charge terms,
which also may be returned subsequent to the end of the period.
The position is taken that all classes of sales should be treated
alike in this respect. To this it should be answered that the error
is rather in not providing a reserve for cash and charge sales
which will be returned in the subsequent period when the amount
involved is sufficient to warrant it. The returns from cash and
charge sales in most instances, however, are almost a negligible
factor, while in the case of instalment sales they will usually be
found to be quite material.
Another reserve that is not usually provided under this method
is one for the cost of bookkeeping and collection. Instalment
accounts necessitate considerable work in the bookkeeping and
collection departments. The actual cost can be found readily by
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totaling the salaries paid and adding thereto the expenditures for
rent and other items applicable to these departments. The total
cost, if divided by the collections for the period, will show the
percentage cost of collections. A provision can then be made
applying this percentage to the outstanding balances at the end of
the year. Unless this is done the company will be in the position
of showing the instalment accounts on the balance-sheet at 100
cents to the dollar, which can not be realized due to the expenses
that it will be necessary to incur before final collection is made.
Again, in the case of charge accounts the reserve would ordinarily
be negligible and is therefore not provided, but for instalment
accounts it will usually be found considerable because of the many
payments involved.
In connection with instalment sales it is quite usual for the cus
tomer to pay an additional sum termed interest, carrying charge,
service charge or by a similar designation. If such a charge is
made, should it be included in earnings in its entirety immediately
upon making the sale, should it be included in earnings pro rata in
accordance with collections, or should some other method be
adopted? The situation is further complicated by the fact that
some department stores charge interest in some departments and
not in others because of competitive conditions. It is interesting
to note the decision of the United States board of tax appeals in
the case of Anderson & Co. in which the board takes the position
that such a charge is not interest but an increase in the sales price of
the article. Bearing in mind the fact that some stores add such a
charge to the sales price of some articles but not to that of others,
it seems obvious that for these other sales the service charge must
be included in the sales price. Any view other than that of the
board—that a service charge is merely an addition to the sales price
—would lead to endless complications. It would be necessary to
handle separately instances in which no charge is made, those in
which it is merely nominal, those in which it approximates a fair
rate of interest and, again, those in which it is in excess of such a
rate. With acceptance of the decision of the board, however, it
would seem to follow that the service charge should be included in
income in its entirety immediately upon the consummation of the
sale under the first method. Still, to include the entire service
charge in income immediately would leave the company in the
position of having customers’ accounts in its balance-sheet which
are not payable on the average for many months, sometimes for
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several years, valued at 100 cents to the dollar, whereas proper
accounting would dictate that such accounts be not included at
values in excess of their present worth. This leads to the con
clusion that there should be deducted from the gross balances an
amount equivalent to a normal rate of interest, which will reduce
the accounts to their present worth. If the accounts are payable
over a period of more than one year, the compound-interest
method might well be used for this purpose.
To summarize: under the first method of accounting for profit
on instalment sales—that of including profits in income im
mediately upon making a sale—it is necessary to provide four
classes of reserves as follows:

(1)
Reserve for doubtful accounts
(2)
Reserve for merchandise loss on returns
(3)
Reserve for collections and bookkeeping expenses
(4) Reserve for discount to reduce accounts to their present
worth

Deferring the profit and including it in income only in proportion to
collections
A great deal of discussion has taken place in the past regarding
the method of deferring the profit and including it in income only
in proportion to collections, particularly from the point of view of
federal taxes on income. This method has been sanctioned under
the regulations of the treasury department and more recently by
the provisions of the revenue act of 1926. The method is rather a
simple one. As an illustration, if goods costing $100,000 are sold
for $160,000, the resultant gross profit is 37½ per cent. of the sales
price. At the time of sale the only amount included in income is
37½ per cent. of the initial deposit and thereafter the same
percentage of collections. If at the close of the period say
$120,000 remains uncollected, the deferred profit is set up at
37½ per cent. of that amount, or $45,000.
Yet this obviously simple method raises a number of questions.
If a service charge is made, should it be included in earnings at
the time the sale is made? It seems quite clear, since under this
method the profit is included in earnings only pro rata in accord
ance with collections, that the carrying charge should similarly be
included on a pro-rata basis. Whether the carrying charge is
separately apportioned or added to the profit, thereby increasing
the profit apportioned, does not matter, as in any event all
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elements of profit are deferred and included in income only in
proportion to collections.
A reserve should also be provided for doubtful accounts but it
need not be large as, again, it is only for the few instances in which
customers disappear and the goods can not be found, or in which
the balances may be so small that the cost of repossession would
not be warranted. Experience will be found to have demon
strated that losses of this character have usually been few.
It will be necessary also with many classes of merchandise to
provide a reserve for the amount of merchandise loss on goods to
be returned subsequent to the end of the fiscal period. The
amount of such a reserve obviously will be smaller than under the
first method by the amount of the deferred profit. The illustra
tion for the necessity of such a reserve has been given under the
first method and applies to the second as well.
In addition to deferring the profit under the second method, the
reserves differ from those provided under the first method in that
it is not necessary to set up a reserve for collection and bookkeep
ing expenses, since the profit to be included in income in the future
provides for such expenses, and in that the reserve for merchan
dise loss applicable to returns will be lower by the amount of the
profit deferred.
Including none of profit in income until entire purchase price has
been collected
The last method is the most conservative of the three but it is
seldom used. Under this plan the entire profit is deferred and
none of it is included in income until the outstanding accounts
are reduced to the balance in the deferred-profit account. There
after, as the accounts are reduced below that figure, the deferredprofit account is reduced by a like amount with a corresponding
credit to income.
When this method is used, it is necessary to segregate the ac
counts by periods of sale so that the amounts collected in excess of
cost may be determined and transferred to income regularly.
AGING INSTALMENT ACCOUNTS

It is in estimating returns that the greatest difficulty will be met
by the accountant. On many occasions there will be available
credit-department files which will purport to show the experience
of the company in these respects, but while they help in a general
way they should not be relied upon until their accuracy has been
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fully established. The percentages, as in the case of ordinary
charge accounts receivable, may not be high enough because the
company may not have been following the policy of repossessing
merchandise when collections can no longer be made and there
may still be a large number of accounts remaining open upon the
books representing merchandise which should be taken back and
would increase the percentages materially. The only effective
basis for estimating returns is the aging of the accounts. The
aging need not be made in full; the extent of the work may be
varied depending upon the system of internal check and the
accuracy with which the records are kept.
In aging ordinary charge accounts receivable, the gross bal
ances are usually distributed according to the length of time
elapsed since the date of sale. For instalment accounts the
aging should be considerably more elaborate in order to provide
the necessary information.
In view of the fact that if a single instalment of an account is in
arrears the entire gross balance becomes doubtful, it is necessary
to show, with regard to each of the gross balances, the earliest
month for which a payment has not been made. When this part
of the aging is summarized, information will be available to show
what proportion of the total balances is in arrears one month,
two months, three months, six months, etc.
Each account should be aged a second way: each of the gross
balances should be distributed according to the month in which
the last payment was received. This part of the aging will make
it possible to know on what proportion of the total gross balances
a payment has not been received in one month, two months, three
months, six months, etc. This is advisable because, although an
account may have at one time fallen in arrears, yet the customer
may now be paying quite regularly, although he may never have
caught up on the instalments once in arrears.
In addition to the aging on the two bases just outlined there
should also be determined the amount of arrears, i.e., the amount
that would actually have been collected by the date of the audit
had the customers paid in accordance with the terms of the pur
chase. This is the phase of the work customarily undertaken for
other classes of accounts receivable but for instalment accounts
it is the least important.
It is only when each account has been aged in the three ways
outlined above that the totals will provide the information to be
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used as a basis for setting up proper reserves for returns and bad
debts.
SURPLUS ADJUSTMENTS

As in other matters, the accountant should urge the adoption
of a conservative method without at the same time reducing the
profits below reasonable figures. The first method will usually be
found to be the one which clients prefer, except for tax purposes,
but unfortunately it is the one which presents the largest number
of complications. At the time of a subsequent audit, it may be
found that the last estimate made, based, of course, on the factors
known at the time, was insufficient. A change in economic con
ditions may not have been foreseen or a change in the quality of
the product several months before the end of the period which has
since caused larger returns may not have been known. Whether
to make a surplus adjustment or a charge against profits in such
instances is often one of the most difficult of matters which the
accountant is called upon to decide, particularly since he can
hardly ever be certain, under this method, that the new reserves
he is providing are adequate.
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